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Honorable Members of the Seventy-Seventh Texas Legislature:

We are pleased to submit our 2001 Report on the Scope of Competition in Telecommunications
Markets, as required by Section 52.006 of the Public Utility Regulatory Act (PURA).

Since we issued our previcus report on telecommunications competition in January 1999, the
Commission has continued to make significant progress in managing the transition to competitive
local telecommunications markets. Numerous new providers have entered the market, and the _
market share heid by competitive providers has increased significandy. Recent developments,
however, have shown that some of the new providers are lnvmg difficulties staying in the
residential local exchange market.

In the four largest metro areas of Texas, facilities-based competitors have developed increased
capacity for long-run competition with incumbent providers. As a resuit, the market for business
customers in these metro areas has strong potential for genuine competition, although market
penetration levels are too low to conclude that full competition has arrived. Whether residential
and rural customers will have competitive choices is more uncertain.

Chapter 6 presents an economic diagnosis for why residential and rural customers have largely
been left behind in the move to competition. The regulatory tradition of maintaining low (often
below cost) rates for residential local telephone service is the key reason. As outlined in the
Executive Summary and discussed in its first legislative recommendation, the Commission
presents the Texas Legislature with several alternative strategies to create greater opportunity for
residential and rural customers to benefit from local exchange competition.

We look forward to continuing to work with you on this and other policy objectives. If you need
additional information about any issues addressed in the report, piease call on us.

Sincerely,
Wood, IT ; Judy j Walsh %
Chairman Commissioner

@ Prirvind on moycied peper An lousl Oppertaty Gempicover
1701 N. Congress Avenue PO Box 13326 Austin, TX 78711 512/936.7000 Fax: §12/936-7083 web sits: www.poc.state.tx.as
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EXECUTIVE SUMMARY

Competitive local exchange carriers now have the regulatory framework to
challenge Southwestern Bell and Verizon for market share in Texas. The Public Utility
Commission of Texas (Commission) has certified several hundred new entrants, and
those in operation have gained visible market share. While the potential for genuine
competition is strong for some markets in Texas, it is less likely to flourish in others., At
this time, residential and rural customers are better served by existing price cap regulation
of traditional nonbasic local service until more viable and sustainable competitive choices
become available to them. The Commission recommends finding the proper balance
between protecting residential customers in the short run and promoting competition in
the long run for the local exchange residential market.

Progress in_Local Exchange Competition

During the last few years, the Commission successfully implemented federal and
state legislation to open the service territories of the incumbent local exchange carriers,
and competitors have responded to the opportunity. As part of the proceedings that led to
the approval of Scuthwestern Bell’s application to enter the long distance market, the
Commission approved the Texas 271 Interconnection Agreement (T2A), which provides
for a standardized, efficient, and quick way for competitors to enter Southwestern Bell’s
service territories. The availability of such an agreement is a necessary first step to
facilitate the entrance of new competitors into the marketplace. Sprint has voluntarily
agreed to develop a standard agreement, but other incumbent local exchange carriers -
those serving primarily rural areas — are not similarly sitvated due to the federal
exemption for rural carriers from most competition-related requirements. Survey data
show that, as of the end of 1999, competitive providers rapidly gained market share in
local telephony, as measured in telephone lines operated and in revenues earned. Market
penetration is highest in the large metro and suburban areas of Austin, Dallas, Houston,
and San Antonio, with more than 30 competitive providers in each metro area by late
2000. Many smaller and medium-sized metro areas, such as Abilene, Beaumont, and
Longview, had six to ten competitive providers offering services. Market penetration by
competitors in rural areas is very limited, although increasing relative to 1997,

Competitors gained market share among business customers more than among
residential customers. Facilities-based competition in the four largest metro areas has
provided increased capacity for competitors to compete with incumbent providers in the
long run. As a result, the market for business customers in the large metro areas of Texas
has strong potential for genuine competition, although the leveis of market penetration as
of 1999 are too low to declare that full competition has arrived. Whether residential and
rural customers will have sustainable competitive choices in the near future is less
certain.
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Events in the year 2000 have changed conditions for local exchange competition
in Texas and across the nation. Competitive local exchange company (CLEC or
competitor) stocks have seen a slump in share prices. AT&T, Sprint, and Worldcom
announced major company reorganizations with decreased focus on serving residential
mass markets. These events suggest that competitors may be heading for a period of
consolidation — between companies and within markets. A number of key competitors
that were expected to challenge Southwestern Bell and Verizon now seem 1o be limiting
their entry into general residential voice markets,

Because Southwestern Bell can now compete for long distance customers in
Texas, the company has made a strong push in 2000 to bundle its offerings to provide
residential customers with various options for “one-stop shopping.” Using the pricing
and packaging flexibility that SB 560 provided, Southwestern Bell raised prices on the
majority of its vertical (nonbasic) telephone services for both residential and business
customers while lowering prices for nearly a third of those services listed in this report.
Southwestemn Bell also gained a sizeable portion of the long distance market just months
after offering long distance service for the first time. Southwestern Bell's largest and
strongest competitors have not been offering substantial competition in vertical services
or in bundling local residential services with long distance or other services and have lost
market share in long distance service.

While opportunities are in place for CLECs to compete in most areas of Texas,
the Commission recognizes that differences in customer characteristics and population
density among various regions of Texas affect where CLECs decide they can profitably
compete and the type of customers they serve. The willingness of the incumbent local
exchange company to work with CLECs is also a factor. At the same time, cross-
subsidies that have traditionally kept residential rates artificially low now contribute to
the lack of competition for residential customers. The same cross-subsidies have
provided cream-skimming opportunities in large metro and business markets.

While the possibilities of competition for local service using traditional wireline
are mixed at best, technology is reshaping the competitive landscape of
telecommunications. New technologies such as cable, wireless, satellite, and voice over
Internet Protocol likely will create new avenues and providers for customers to receive
traditional local and long distance voice services, profoundly changing the market
structure from the customers’ point of view at some point in the future.

Next Step for Local Competition in Texas

The 2001 Scope of Competition Report summarizes the path taken to open
century-old monopolies as well as the use of new tools for facilitating competition that
the Texas Legislature provided last session. As detailed above, the response has been
good in some markets and disappointing in others, The conclusion today is that
competition looks viable in the business and urban markets, but may not be as viable for
certain rural and residential customers. The Reporr offers an economic diagnosis for why
this pattern has developed, with the primary causes rooted in underlying market
conditions and in the historical regulatory pricing system for local telephone service.
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_ Texas has had a long-standing public policy to provide universal service and to
maintain low rates for basic residential local service. However, continuing this policy
means that some segments of the market may not receive rates that reflect the true cost of
the service. In the short term, these segments - most notably residential and rural
customers - may need protection from price increases if the market does not effectively
moderate them. Indecd, further action may be necessary to ensure that competition
comes to these markets at all. The Commission recognizes that short-term remedies are
not long-term solutions in regulating a telecommunications industry that is rapidly
evolving away from selling simple voice service.

There are a number of ways Texas can go from here. Approaches can be passive
or active. The Commission suggests that the Legislature consider the following options
for addressing the lack of competition in Texas local residential and rural markets:

Option A: Passive Erosion (no change to current pricing structures).

This is the de facto policy now in effect. If the market is left to behave under
current policies, residential customers will continue to have low rates for basic service,
but incumbent carriers likely will raise rates further on nonbasic services with little
competition under the pricing flexibility granted in SB 560. The economic term for the

process of aligning rates to reflect actual costs is called rebalancing. A benefit of -

allowing these rates to rise is that higher rates for the total set of residential services (even
with basic service rates held artificially low) would provide CLECs inceatives to offer
competitive bundled service packages and to bring new technologies to more areas of
Texas. As a result, CLECs may be able to erode the market share of incumbents over the
long term.

However, a likely consequence of this approach is that CLECs will serve
profitable high-end residential customers and the remaining customers, especially low-
end residential and rural customers, may experience price increases for commonly used
services for which there are no affordable substitutes at this time. So, while the bundled
price of residential telephone services may move closer to its true cost for some
customers, the burden of rebalancing prices would continue to be bome by the vertical
services user, while basic local services remain subsidized below true cost. From the
public’s point-of-view, this arrangement may be preferable to having that burden be
borne by ail residential dial-tone customers.

Option B: Place a temporary, two-year price cap on popular nonbasic
residential services that do not currently have competition, and evaluate
whether further steps are necessary at the ciose of the cap to ensure

competition in these markets.

This option borrows from both laissez-faire and regulatory economics. Placing
caps on residential call forwarding, caller ID, and call return, - the prices of which have
increased substantially since SB 560 became effective - would moderate the burden borne
by residential customers during the transition to competition for local exchange markets,

Most residential and rural customers receive basic local services at rates weil
below their true cost (with the remainder of the cost subsidized by Texas and federal
universal service payments and over-priced vertical or nonbasic services). The best hope
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many of these customers have for competition is from alternate technologies - such as
wireless, satellite, or cable - that are not yet cost-competitive with landline basic Jocal
service. Landline local exchange competitors may never be competitive with incumbent-
provided basic local service at current, subsidized rates. Therefore, the primary benefit of
price caps on nonbasic services would be to temporarily protect residential customers
from further price increases for services that have already seen large price increases.
Such a strategy would allow the opportunity to see if the bundled local service package is
priced high enough to allow more competitors to serve more residential and rural
customers.

A disadvantage of this approach is that competitive providers need sufficient
profit to fight for and win market share from incumbent carriers. Caps on vertical
services will also affect competitors’ profits slowing innovation in telephony services. At
the present time, the Commission has observed that incumbent carriers are often charging
prices for nonbasic services that are 5 to 10 times higher than their costs and, in some
cases, 100 times higher than their costs. Capping prices at these levels would not limit
opportunities for competitors to enter the market profitably.

Option C: Authorize and direct the Commission to hoid a proceeding to
rebalance costs into a structure that gives competitive providers the
incentive to compete in residential and rural markets.

Most residential customers get a majority of their basic local services below cost.
Rebalancing of rates would establish residential and rural rates that more closely, reflect
the true costs of service. CLECs would have greater incentives to enter new markets in
Texas with a wider range of sophisticated services for customers outside the iarge metro
areas. Higher, rebalanced local rates would give local service providers much more
economic headroom to deploy advanced telecommunications technologies and services
for rural and residential customers.

This approach, however, has several drawbacks. After years of subsidized low
rates, many customers would face increases in basic service rates as a result of rate
rebalancing. Determining the proper, cost-based price for basic service in a given area
would be difficuit. Raising the rates for basic local services to meet costs might not
permit competition anyway, as lower income and sparsely populated areas of Texas may
never be profitable enough to attract competitors in traditional local service for reasons

other than retail pricing.

Option D: Combine Options 8 and C

Combine Options B and C for a comprehensive solution that includes the short-
term protection of price caps and the long-term incentives of rebalancing prices to more
fully reflect costs. The advantage of this approach is that any negatives associated with
the moratorium on certain residential service prices under Option B can be evaluated and
adjusted in the course of rate rebalancing. Furthermore, such a proceeding and its
implementation are likely to take most of the two years of the Option B moratorium. The
cap on prices may mollify negative public reactions that otherwise could result from
higher prices, while allowing residential and rural customers to reap the benefits of a
wider range of telephone services in the future.
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While one of these approaches. may be desirable, the Commission believes that
long-term re-regulation of residential and rural markets should not be necessary. While
monopoly power is still a factor in residential and rural markets at this time, new
technologies appear to have the potential to stimulate vigorous competition in a number
of parts of Texas in the years to come. Until then, the Legislature’s price cap on
traditional phone services serves as an appropriate customer protection.



Chapter 1 - Legislative Parameters for Local Competition 1

CHAPTER 1:
LEGISLATIVE PARAMETERS
FOR LOoCAL COMPETITION

The beginning of local exchange competition in Texas is evident. Competitive
telecommunications providers now have fair access to networks 0 provide local
exchange service in Texas. Over the past two years, the Commission and interestad
parties have hammered out the details of a procedural and structural framework for local
competition that gives competitors ready access to the Texas markets. The transformation
is sufficient to firmly position Texas for the development of long-term, sustainable
competition and for increased customer choices in telecommunications services.

Texas met the chailenges of federal laws and regulations regarding local
competition, which give state commissions great responsibility for their implementation.
For example, state commissions must approve or reject agreements among competitors.
and incumbent providers to interconnect their networks, and they have primary
responsibility for arbitrating and mediating such agreements if asked to do so by the
negotiating parties. State regulators are also charged with developing and implementing
cost-based prices for many provisions of interconnection agreements. While the basic
biueprint for local competition is established on the federal level, the front line for
implementation is the state level.

A number of the implementation developments in Texas are quite extraordinary,
as reflected in the fact that they have been closely watched and are now routinely
mirrored by other states. They are the resuit of contributions by many people
representing many constituencies, including new market eatrants, incumbent local
telephone companies, the U.S, Department of Justice, the Federal Communications
Commission (FCC), and the Texas Commission commissioners and staff. All shared a
vision of a competitive future for telecommunications in Texas, although each viewed the
details from different perspectives and interests. These entities contributed thousands of
hours to deliberations and/or negouanons The result is that many of Texas’ neariy 20
million people have at least some choice in the provision of local telephone service.

How and why did we get here? Formative legislation at both state and federal
levels set the stage for this transformation. Chapter 1 highlights the reievant history and
directives of that the threshold legisiation.
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Key Legislation

TEXAS HousE BiLL 2128 (A.K.A. PURA 95)

In 1995, the Texas Legislature adopted House Bill 2128 (HB 2128), which
significantly amended the Public Utility Regulatory Act (PURA) with regard to
telecommunications. It mandated the opening of local exchange telecommunications
markets in Texas, particularly in areas served by Southwestern Bell Telephone Company
(SWBT) and GTE Southwest Incorporated The law provided a framework for
competitive local exchange carriers (CLECs)' to obtain authority from the Commission
to provide local cxchange service through any of three avenues, including by bmldmg
network facilities,” leasing local loops,’ or reselling another company’s
telecommunications services.* Addmonally, HB2128 established the duty of
telecommunications providers to “interconnect” their networks with each other.’

FEDERAL TELECOMMUNICATIONS ACT OF 1996

Cn Fcbruary 8, 1996, Congress enacted the federal Telecommunications Act of
1996 (FTA),® which paralleled HB 2128 in numerous ways, and fundamentally changed
telecommunications markets for the entire nation. The FTA was the most dramatic
change in telecommunications law since Congress passed the Communications Act of
1934. Three principai goals established by the telephony provisions of the 1996 Act were
(1) opening the local exchange and exchange access markets to competitive entry; (2)
promoting increased competition in telecommunications markets that were aiready open
to competition, including the long-distance services market; and (3) reforming the system
of universal service so that universal service would be preserved and advanced as the
local exchange and exchange access markets move from monopoly to competition.

TEXAS SENATE BiLL 560 AND SENATE BILL 86

The transition from monopoly to competition could not and did not occur quickly.
In 1999, the Texas Legislature revised PURA by cnacting two bills dealing with the
provision of local exchange telephone service. SB 560 increased flexibility for
incumbent locai exchange companies (ILECs) in pricing and packaging
telecommunications services. The Texas Legislature also passed SB86 to ensure
customer choices and protections.

! Perspectives on CLEC market share are discussed in Chapter 3. Centificated CLECs are listed in
Appendix G.

? PURA9S § 3.2531. The remaining part of this section is now in PURA Ch. 54, Subchapter C.

! PURAYS § 3.453 (now PURA Ch. 60, Subchapter C). In addition, PURA9S § 3.453 (now
PURA § 60.021) directed [LECs to unbundle their networks (o the extent ordered by the FCC,

“ PURAYS § 3.453 (now PURA Ch. 60, Subchapter C).

? PURAYS §3.458 (now PURA Ch. 60, Subchapter G).

¢ Telecommunications Act of 1996, Pub. L. No, 104-104, 110 Stat. 56 (1996) (1996 Act). The
1996 Act amended the Communications Act of 1934, 47 U.S.C. §§ 151 et seq. (FTA).
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Key Features of the FTA

THE TRILOGY: LOCAL COMPETITION, UNIVERSAL SERVICE, & ACCESS
CHARGES

The FCC views the FTA as a trilogy, i.e. a three-pronged plan. The first prong of
the trilogy consisted of opening local exchange and exchange access markets to
competition.” The FTA requires all local exchange carriers (LECs), not just incumbents,
to interconnect so that competing carriers can provide service.! The second prong of the
trilogy is umiversal service reform. Consistent with FTA §254, Universal service, the
FCC belicves the universal service support system must guarantee affordable telephone
service to all Americans in an era in which competition will be the driving force in
telecommunications (see Appendix A). The third prong of the trilogy is access charge
reform.” Because a competitive market drives prices toward cost, the then-existing
system of access charges was unsustainable because access charges were widely believed
to be significantly higher than the cost of providing access (see Appendix B).

METHODS OF COMPETITIVE MARKET ENTRY

The FTA §251(a)(1) requires ail telecommunications carriers to interconnect with
the facilities and equipment of other telecommunications carriers, allowing competitors
three ways to serve customers.

* Resale - Under this entry method, competitors have the option to purchase
telecommunications services from another LEC at wholesale rates and resell
those services to their own customers at retail rates.'® Competitors often use
resale as a transitional entry strategy while building a proprietary network
over a period of months or years.

¢ Access of Unbundled Network Elements - This entry method enables

competitors to lease discrete parts of an ILEC's network - facilities and
equipment that are used to provide telephone service — at cost-based rates.
These leased parts of the ILEC network are referred to as “unbundled
network elements” (UNEs). Competitors can combine leased UNEs with

their own facilities and/or resold services.

" Opening local markets was accomplished primarily through FTA § 251, Interconnection, and
§ 252, Procedures for negotiation, arbitration, and approval of cgreements. Additiomll_y. special
provisions for opening local markets contained in FTA § 271, Bell operating company eniry into incerLATA
services, pertain only to Bell Operating Companies.

! FTA §251(ax1).

? Access charges are per-minute charges billed by LECs to long distance companies for access to
the local exchange network so that long distance companies can originate and terminate long distance cals.

' All LECs are required to make their telecommunications services available for resale pursuant
to FTA § 251(bX1). However, only incumbent LECs are required, pursuant to FTA § 251(cX4), to make
their retail telecommunications services available for resale at a wholesaie discount.
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e Construction of New Facilities ~ A competitor may enter a local telephone
market by building entirely new facilities, Under a full “facilities-based”

method of entry, a competitor builds all of the network that it needs to serve
customers, including the “last mile” or “local loop” — the connection to a
customer's premise. Because telecommunications networks are capital-
intensive, there are relatively few facilities-based carriers compared to the
number of resellers and UNE-based carriers.

THE SECTION 271 “CARROT"

Section 271 of the FTA allows a Bell Operating Company (BOC) to enter the
long distance market after the BOC proves that it has opened its [ocal market to
competition.

Bell Operating Companies were created in 1984 with the divestiture of AT&T,
and were granted monopoly status to provide local service, subject to regulation by the
states,'' At that time, BOCs were prohibited from competing in the interLATA long
distance market to prevent them from committing anti-competitive practices agaiast long
distance providers.

Clearly, the FTA’s requirement that the former monopoly BOCs open their
networks to competitors, resulting in a loss in market share and power, was a tail order.
Because entry into the long distance market would allow a BOC to offer its customers
“one stop shopping,” the Section 271 provisions created an incentive o BOCs to
cooperate with the FTA mandate to open their networks to locai competition.

FEDERAL-STATE SHARED RESPONSIBILITY FOR IMPLEMENTATION

Implementation of the FTA has led to parallel proceedings at state and federal
levels, covering similar issues, in similar time frames, affected by court challenges.
Often, interplay across proceedings occurred.

The FTA’s blueprint for encouraging local exchange competition gl
responsibility on the FCC and state commissions to implement the law.! Only six
months after adoption of the FTA, the FCC produced two comprehensive documents
charting a course for implementation. Some of the FCC’s interpretations were
challenged in federal court, and many of the FCC's interpretations of FTA requirements
were affirned. Where specific FCC findings were not afﬁrmed federal and state
regulators adjusted through regulatory rule and other proccsses

"' In 1984, there were seven Regional BOCs, made up of a total of 29 BOCs.

"2 Although the FCC establishes nationwide guidelines, siate reguiators play a major role in
implementing kay provisions of the FTA. For example, state Commissions must approve or reject
interconnection agreements, and they have primary responsibilicy for arbitrating and mediating such
agreements if asked to do so by the negotiating parties. State regulators are also charged with developing
and implementing cost-based prices for interconnection and UNEs,

" In its initial Order implementing the local competition provisions of the FTA in August 1996,
the FCC established rules about how interconnection between incumbent and competitive carriers would be
accomplished, how the competitors would be ailowed to collocate equipment in the incumbent's structures,
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Implementation of the FTA was and continues to be a phenomenal undertaking -
the magnitude of which could not have been realized when the FTA was adopted, The
web of multi-faceted and concurrent ‘activities that produced the framework for and
growth of local competition in Texas is a story told in Chapter 2.

which parts of the incumbent's network wouid be open to competitors, and through which states would be
able 1o establish rates for competitors' interconnection. Afier the FCC released its ruling, several parties,
including some state regulators, challenged the decision before the U.S. Court of Appeais for the Eighth
Circuit. The Eighth Circuit overturned many of the FCC’s rules on the grounds that the FCChad exceeded
its authority and misinterpreted the Act. In early 1999, the U.S. Supreme Court issued 8 decision that noted
that the Act was vague in some respects, affirmed the FCC's ruiemaking suthority to implement the local
competition provisions of the Act, and upheld most of the FCC's rules. The case wag sent back to the
lower court for further procsedings consistent with the Supreme Court's decision. While court chn_llengu
raged on, state regulators and the FCC moved forward with the implementation of competition in local
éxchange markets,
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CHAPTER 2:
THE IMPLEMENTATION STORY

The contested case in which Southwestern Bell Telephone Company (SWBT)
sought the Commission’s support to enter the long distance telecommunications market is
often simply called “271" because the issue at hand was whether and how SWBT met the
conditions set forth in Section 271 of the FTA. The case became longer and more
complex than anticipated in the early stages, and grew to encompass developments in
numerous concurrent proceedings.

While working through the ever-widening details, the 271 case moved a reluctant
incumbent into a mode of cautious cooperation to make the local exchange service
market accessible to competitors. The monopoly and its competitors were linked
together by unavoidable technical, operational and legal issues, and persevered to
engineer the beginning of local competition.

The FTA and Texas statutes'® provided the initial directive and the basic
components of a framework for implementing local exchange competition in Texas. The:
forum for implementing these laws became the 271 case. It is the centerpiece of the
story, and where we begin this chapter. With hundreds of millions of dollars at stake,
both for incumbents and new market entrants, the 271 case will perhaps have the most
far-reaching effect on telephony of any single case in the Commission’s history.

Chapter 2 tells the story of the 271 case and other regulatory developments of the
past two years that are central to the framework of local exchange competition in Texas.

Implementation of FTA Section 271

Section 271 is the section of the FTA that allows a Bell Operating Company
(BOC) 1o enter the long distance market'? after the BOC proves that it has opened its
local exchange markets to competition from other local exchange providers. The long
distance market was the carrot Congress dangied in front of the BOCs to encourage
cooperation in opening local exchange markets to competition.'® (The second-largest
ILEC in Texas, GTE Southwest Incorporated, was also obligated to open its networks to
competitors via interconnection agreements, but the Section 271 incentive to do so was
not applicable since it was not a BOC). SWBT, eager to offer one-stop shopping to its

' See FTA §§271 and 251, SB 560 and SB $6.

¥ In this context, the BOC is permitied to enter the in-region, interLATA long distance market. In
other words, it is allowed to offer long distance service across LATA boundaries within its own regioa.

'* The BOCs were created in 1984, as a resuit of the divestiture of AT&T, and were granted
exclusive franchises to provide local service, subject to regulation by the states. At that u.me. BOCs were
prohibited from competing in the interL ATA long distance market.
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pursuant to FTA Section 252%° or a statement of generally available terms

and conditions;
e that it is prov1dmg the 14 ' H '
eohecklist” teom? THE 14-POINT CHECKLIST
e that the BOC's entry into the long N ol
distance market is consistent with . Access o poles, ducts,
the public interest, convenience, and conduits and rights-of-way
necessity; and . Unbundled local loops
. Unbundied locai transport
o that the provision of long distance . Unbundled local switching
service meets the separate affiliate - Accessto 911, directory
and nondiscriminatory safeguards ::::‘::c" and operator
requirements of FTA Section 272. . White pages directory fistings
Access {o telephone numbers
Access to databases and
associated signaling
THE COLLABORATIVE PROCESS . Number portability
. Local dialing parity
The collaborative process was the term Reciprocal compensation
coined to describe a series of round-table, face- . Fesaie

to-face discussions held with all interested
parties present and commission staff facilitating. Not only did ILECs, CLECs and the

Commission staff participate in the coilaborative process, but representatives from the
U.S. Department of Justice also participated at pivotal points in the negotiations.

The collaborative process proved to be a successful forum for bridging
philosophical and operational chasms. For more than nine months, dozens of
‘collaborative work sessions’ were held to hammer out the minutiae of opening local
markets. This effort culminated with the Commission’s approval of a Memorandum of
Understanding on April 29, 1999 and approval of the Texas 271 Agreement (T2A) on
October 13, 1999. Finally, on December 16, 1999, upon review of actual wholesale
performance data, the Commission determined that local markets were irreversibly open
to competition in Texas and, therefore, voted to send a recommendation to the FCC
supporting SWBT's Section 271 apphcanon To reach its conclusion, the Commission
determined that SWBT’s application and commercial performance met the requirements

of Section 271 of the FTA. Similarly, the Department of Justice later supported the
application. The FCC concluded that local markets were irreversibly open to competition

® The Texas 271 Agreement (T2A), discussed later in this chapter, was developed in compiiance
with FTA Section 252. The fact that several competitors signed 8 T2A agreement with SWBT gave SWBT
basis to meet this Section 271 requirement, ‘

1 Of these items, the most difficult to resolve were No. 1, Interconnection, including trunking and
collocation issues; No. 2, Access 1o UNEs, especiaily as pertained to the non-discriminatory provision of
UNE combinations and the provision of operations support sysiems; and No. 4, Unbundled locai loops,
especially as pertained to xDSL, and hot cut loop provisicning,

2 Before determining if approval shouid be given, the FCC is required to consult with the relevant
state commission. The FCC depends upon the state commission to develop a detailed and extensive factual
record and to resolve all factual dispuzes.
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Texaﬁ customers, was the second BOC in the U.S. to meet the requirements of Section
271. ‘

The FTA obligated SWBT to open its network to local competition regardless of
its interest in becoming a competitor in the long distance market.”* However, because
SWBT, the BOC of Texas, was quick to initiate its application to enter the Texas long
distance market, SWBT's 271 proceeding became the venue where the implementation
issues for other FTA provisions were identified, negotiated, and resolved.

SWBT's 271 APPLICATION

On March 2 1998, SWBT delivered its Notice of Intent to File Section 27!
Application for interLATA Authority in Texas (the 271 application) to the Commission.'?
To support the application, forty-seven affidavits were provided by dozeas of SWBT
witnesses, including the economist Alfred Kahn, to argue that SWBT’s application met
the requirements of Section 271 of the FTA and was in the public interest. The
Commissioners presided over a lengthy hearing. CLECs alleged, through dozens more
affidavits, that SWBT had engaged in anti-competitive and discriminatory behavior,
thwarting their efforts to enter local exchange markets. SWBT responded to some
allegations and denied others.

After the hearing concluded, the Commission found that SWBT had done much to
open the local market to competition. Nevertheless, the Commission determined that
SWBT’s application did not fuily comply with the requirements of Section 271 of the
FTA. While denying the application, the Commission gave SWBT recommendations on
how to meet the requirements of Section 271 (sometimes referred to as the “roadmap™).
The first and most important recommendation was to establish a collaborative process to
address all issues in dispute. Through the collaborative process, agreement eventually
was reached between the parties on 129 specified issues.

WHAT SWBT HAD TO PROVE

Section 271 of the FTA requires a BOC to establish the following before it is
allowed to offer long-distance services.

o the presence of a facilities-based competitor providing local service to
residential and business customers under an Interconnection Agreement

7 Bell Atlantic, the BOC for New York state, was the first to gain FCC approval to provide in-
region interLATA long distance. Bell Atlantic has since merged with GTE lo form Verizon.

"W FTA § 251 requires a BOC to open its network to local competition by developing agreements
with competitors (o “interconnect” its network with the competitors’ networks (pursuant to interconnection
agreements). The arbitration provisions included in § 252 for achieving the § 251 interconnection mandate,
combined with the fact that interconnection was a threshold condition in § 271 for a BOC to enier the ong
distance market, created the result in Texas that many of the specific terma and conditions necessary to
fulfill the § 251 mandate were actually negotiated in the context of SWBT's § 271 proceeding. (See “FTA
Sections 251 and 252" subsection of this chapter.)

¥ Pursuant to § 271, 2 BOC files its notice of intent with the state regulatory agency first and, only
after receiving support from state regulators, files an application with the FCC for approval.’
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gnd, thus, approved SWBT"s 271 application on June 30, 2000. SWBT began offering
interLATA long distance to its local exchange customers on July 10, 2000.

PERFORMANCE MEASURES

State and federal directives require that an ILEC may not unreasonably
discriminate against ancther provider, with numerous specific prohibitions.”® The
critical, market-opening provisions of FTA Section 251 are incorporated in FTA Section
271 as conditions for 2 BOC to enter the long distance market. In particular, the BOC
must demonstrate that it is offering interconnection and access to network elements on a
nondiscriminatory basis. A BOC must provide parity access that is equai to the level of
access that the BOC provides itself, its customers, or its affiliates, in terms of quality,
accuracy, and timeliness. For the functions that have no retail equivalent, the BOC must
demonstrate that the access it provides to competing carriers would offer a meaningful
opportunity to compete.

To ensure that parity and meaningful opportunity to compete would be ongoing
after 271, the Commission implemented performance measures. During the mega-
arbitrations conducted in 1997 and 1998, issues related to performance measures were
highly disputed, but 66 performance measures were established.

During the 271 proceeding this biennium, new issues became the subject of
dispute and generated the development of more performance measures, A CLEC
coalition that included CLECs that did not participate in the mega-arb identified
processes and activities not captured by the first performance measures, including the
need for a remedy plan when SWBT fails to meet the measures. The Commission used
the collaborative process to address such interests and to fine-tune the performance
measurement system based on the experience in the market place.

Performance measures now number 132. A critical policy decision was made to
break down each measure by geographic region of the state in order to ensure that the
standards are not ignored in some areas by a company and averaged out by high
performance in other regions.” The major categories of perfortnance measures to be met
in each region (further broken down by service) are pre-ordering, ordering, provisioning,
maintenance, cotlocation, and database accuracy.

Concurrent with establishment of standards by the collaborative process, the
Commission approved a Performance Remedy Plan. The Plan is two-pronged:

B Specifically, an ILEC may not unrcasonably discriminate against another provider by refusing
access w0 the local exchange:; refusing or delaying imterconnection; degrading the quality of access;
impairing the speed, quality, or efficiency of the line used by the provider; failing to fully disclose in a
timely manner all available information necessary to design equipmeat 10 meet specifications of the
network; or refusing or delaying access by a person to ancther provider. PURA § 60.161.

X See Appendix K.

¥ SWBT must meet the performance measures in cach of the following geographic regioas of
Texas in which it operates: (1) Houston, (2) Dallas Fort Worth, (3) Central and West Texas, and (4) South
Texas,
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¢ Tier 1 measures are those that are “customer affecting,” If it fails such a
measure (allowing for statistical variance), SWBT pays the CLEC liquidated
damages to compensate for substandard performance.

o Tier-2 measures are both “competition and customer affecting,” and therefore
are subject to assessments payable to the Texas State Treasury in the event
the performance delivered to CLECs is non-compliant for three consecutive
months. The goal of Tier-2 is to incent parity performance and disincent
anti-competitive behavior; that is, to make the cost of non-compliance more
than the “cost of doing business.”

Payment amounts are classified as high, medium, and low based on the measures’
impact on CLECs and competition. SWBT is required to file monthly performance
measure reports on a password protected Internet site. Payments are due 30 days from
the report date. By the end of October 2000, SWBT made $4.2 million in payments for
non-compliance with performance measure standards, This total reflects good
performance in light of the fact that the annual cap for tier-1 liquidated damages and ties-
2 assessments is set at $298 million.

THE TExAS 271 AGREEMENT (T2A)

For SWBT to qualify under Section 271 and for CLECS to be able to compete,
there must be interconnection agreements with [LECs in all areas in which they wish to
compete. The process of individually negotiating agreements was time consuming and
very costly. During the collaborative process, most such agreements were about to
expire, leaving no guarantee of sustainable competition. The Commission and SWBT
negotiated an interconnection agreement that complied with the FTA. As a condition of
receiving 271 approval, SWBT agreed to offer that standard interconnection agreement to
all CLEC:s for a period of four years. The creation of this Texas 271 Agreement, or T2A,
reflects pro-competitive policies and terms that few CLECs could have negotiated on
their own. The T2A is being widely replicated as a standard interconnection agreement
in other states. The T2A is a comprehensive contract including in part:

¢ A performance remedy plan with 132 performance measures relating to all aspects of
SWBT’s wholesale operations. The perforrnance measures are reviewed by the
Commission staff every six months and refined, to the extent necessary.

e Prices, terms and conditions for resale, interconnection and the use of UNEs
(individually and in combination). As reflected in the T2A, SWBT agreed during the
collaborative process to provide combinations of UNEs, including in part the
unbundled network element platform for existing and new lines and Enhanced
Extended Loops.

e Specific provisions for Digital Subscriber Line (xDSL) service, aithough DSL needs
were not anticipated when the 271 process began in 1998.%

» DSL is a high-speed digital service that appeals 10 a significant number of customers in Texas.
xDSL refers to a generic version of DSL.
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¢ Operations Support'Systems (OSS) - OSS refers to the systems, databases, and
personnel that [LECs use to provide service to their customers. SWBT demonstrated
that its OSS systems provide CLECs with parity or a meaningful opportunity to
compete.

 Hot Cut Loop Provisioning—Hot cut loop provisioning is used when a CLEC owns
its own switch and purchases a UNE loop from SWBT in order to convert a SWBT
customer to a CLEC customer. In that situation, the loop must be disconnected from
SWBT's switch and connected to the CLEC’s switch. SWBT agreed that service
disruptions that affect end use customers would be minimized.

COLLOCATION

To establish a pro-competitive policy framework for telecommunications, one of
the FTA's core provisions requires [LECs to provide for physical collocation of
equipment needed for interconnection or access to UNEs at the premises of the ILEC,
The rates, terms, and conditions of the coilocation must be just, reasonable, and
nondiscriminatory. If it is shown that physical collocation is not practical, virtual
coilocation may be provided. In a physical collocation arrangement, a competitor leases
space at an [LEC's premises for its equipment. The CLEC has physical access to this
space to install, maintain, and repair its equipment. In a virtual collocation arrangement,

the CLEC designates the equipment to be placed at the ILEC's premises, but does not -

have physical access to the incumbent's premises. Instead, the equipment is under the
physical control of the ILEC, which is responsible for installing, maintaining, and
repairing equipment designated by the CLEC.

The FCC's rules require ILECs to provide physical collocation on a “cageless”
basis. In a “caged” physical arrangement, a CLEC leases and has direct physical access
to caged space at an [LEC structure for its equipment. Cageless physical collocation
eliminates the cage surrounding the CLEC’s equipment. FCC rules also require ILECs to
provide “adjacent” physical collocation, in which the CLEC's equipment is located
within a vault or similar structure that the CLEC or its contractor constructs on property
leased from the ILEC.

Early versions of interconnection agreements in Texas required CLECs to obtain
“caged” collocation. The T2A and collocation tariffs developed during the collaborative
process resuited in an obligation by SWBT to provide cageless collocation under some of
the most aggressive terms and timeframes in the nation.

PosT1-271 ACTIVITIES

While Section 271 approval was initially a powerful incentive for SWBT to
cooperatively open its local exchange markets to competition, the Commission
recognized that lasting customer/supplier business relationships are needed to sustain
local competition. In that regard, the Commission established a number of structured
processes to foster the development of a healthy provider-customer relationship between
SWBT and CLECs.
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As part of the collaborative process, SWBT committed to participate in forums
designed to address specific areas of potential concern. SWBT agreed to a trunking users
group, a change management process and working group, an xDSL working group, and a
general users group. Also, in recognition of the fact that operational issues between
companies often need immediate attention, the Commission established Project No.
21000 to allow CLECs or SWBT to file a request for expedited, informal dispute

resolution.

Trunking Forum. The trunking forum was established as one vehicle for
addressing trunk blockage problems. Through the trunking forum, SWBT
and CLECs share in network planning. The trunking forum meets on a
regular basis, with Commission staff participation, to ensure that adequate
planning will forestall blockage problems.”’

Change Management Process. The change management process controls
the dynamic environment of OSS systems using a negotiated document,
Interface Change Management Process: SWBT and Competitive Local
Exchange Carrier. The change management document outlines processes for
accomplishing changes to existing network interfaces, introducing new
interfaces, retirement of existing interfaces, and testing. The document also
explains each outstanding issue solution and the process for a “go/no go”
vote before release of a process change.

DSL Working Group. The DSL working group establishes competitively
neutral spectral compatibility standards and spectrum management rules and
practices for deployment of loop technology absent national industry
standards.

General Users Group. SWBT and the CLECs formed a general users group
to address issues other than trunking, DSL, and OSS. The Commission also
has developed an informal resolution process to address post-interconnection
agreement disputes resolution process to expeditiously handle issues not
mutually resoived by SWBT and its wholesale customers.

Performance Measure Review. Finally, SWBT, CLECs and commission
staff conduct a review of the performance measurements every six months to
ensure that they continue to adequately measure SWBT's provision of
wholesale telecommunications service to CLECs. In August of 2000, the
Commission completed its first six-month review and approved changes to
the performance measures and the Performance Remedy Plan. Commission
staff members monitor SWBT's performance data on a monthly basis to
determine whether SWBT continues to provide CLECs with panty
performance?® or a meaningful opportunity to compete. Telcordia, the third-

¥ The meetings arc taped; the audiotape and agenda of each meeting is filed in PUC Project

No. 20400,

* In this context, parity means that SWBT"s provision of services to CLECs must be equivalent to

the services SWBT provides io itself and its affiliates,
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party vendor that conducted SWBT's original OSS testing, is conducting
limited follow-up to its original testing. -

Many of the major issues fleshed out in the SWBT 27) proceeding were

negotiated in accordance with other provisions of the FTA, discussed in the following
subsection of this chapter.

FTA Sections 251 and 252

ARBITRATIONS AND DISPUTE RESOLUTION

Under Section 252 of the FTA, an ILEC and a telecommunications carrier have
two options for securing an interconnection agreement. The first option is that an
agreement may be amived at through voluntary negotiation between the two parties.
When two parties reach agreement on their own, FTA §252(a)(1) requires that the
negotiated agreement be submitted to the state commission. Between September 1, 1998
and December 31, 2000, 756 negotiated interconnection agreements were filed at the
Comnussion. The second option is for an [LEC and a telecommunications carrier to
request compulsory arbitration, if the parties are not able to reach agreement on any or all
of the rates, terrns and conditions in an interconnection agreement.” FTA §252(b) places
responsibility for such arbitrations on state commissions. During the same above period,
twenty-eight requests for arbitration and twenty-eight post-interconnection disputes were
filed at the Commission. FTA Section 251 contains many of the overarching guidelines
relevant to the arbitration of interconnection agreements.

The arbitration of interconnection agreements is a top priority for the
Commission. The Commission’s first step to comply with the FTA Section 251 mandate
to open local markets began when five would-be competitors of SWBT filed for
arbitration of interconnection issues in 1996. The Commission consolidated the
proceedings and completed the initial and primary arbitration just prior to the issuance of
the /997 Scope Report. Decisions on additional issues were made in the second phase of
the arbitrations. The resuits of these consolidated proceedings, known as the “mega-arb,”
provided the foundation for many more arbitrated agreements this biennium.

Following is a description of a few high profile arbitrations that resulted in
precedential decisions on intercoanection issues during the 1999-2000 biennium,

® Pursuant to FTA authority, the Commission promuigated procedural rules for dispute resolution
and appraval of agreements. The ruies set out procedures for mediation, compulsory arbitration, the review
and approval of both negotiated and arbitrated interconnection agreements, and post-interconnection
disputes. A proceeding filed pursuant to the FTA and/or the Commission’s dispute resolution ruie is not
considered a “contested case” under the Texas Administrative Procedures Act. Disputes that arise afier
parties have entered into an interconnection agreement may be filed at the Commission pursuant 1o the
procedures set out in Subchapter Q of the Commission’s procedurai rules. The rules provide various
options for seeking resolutions of disputes, including informal settlement conferences, formai dispute
resolution, expedited final rulings, and interim rulings. )
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RECIPROCAL COMPENSATION

When a customer of one local company calls the customer of another local
company, compensation has traditionally been paid to the second company for use of its
network to complete the call. This reciprocal compensation was reasonably balanced
when phone customers were making local voice calls with approximately equal duration.
However, it became an issue for Internet calls because these calls tended to be all
incoming calls, and tended to be of long duration. Some CLECs saw an opportunity to
profit from the peculiar nature of Internet traffic. The ILECs objected to paying
compensation for these non-traditional calls.

Normal Local Calls Traffic & Payme

‘ Assumptionsg
Multi-Directional
Traffic Flow

Call duration average
leas than 5§ minutes

Payments balance out

Tcaffic Pattems Defy
Normal Assymptions

Traffic Flows in
One Direction

o Call duration average
much longer than 5
minutes

Payments do not
balance

The core issue regarding reciprocal compensation this biennium was whether
local calls to access the Internet should be considered interstate in nature and, therefore,
not subject to reciprocal compensation, or whether such calls should be considered local
and, therefore, subject to reciprocal compensation. The Commission determined that
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local calls to access the Internet are local calls subject to reciprocal compensation.”®
Additionally, the Commission decided other major issues, as outlined below.

‘ The FTA provides that [ocal telephone companies must compensate each other for
terminating each other’s local telephone calls. The FTA also requires that a
determination be made by state commissions of the just and reasonable rates for local
interconnection. Therefore a determination as to whether calls to the Interet are local or
not is key. ILECs contend that Internet-bound traffic is not local traffic, as it does not
termunate at the ISP server, and is therefore not subject to reciprocal compensation as
local traffic under the FTA, CLECs, however, contend that Internet-bound traffic does
terminate at the ISP server, making such calls local in nature.

In February 1999, the FCC determined that ISP-bound calls are predominantly
interstate calls and not subject to reciprocal compensation under the FTA. Eariier this
year, the United States Court of Appeals for the District of Columbia Circuit vacated the
FCC’s determination that Internet traffic is not subject to reciprocal compensation. The
court remanded the case to the FCC for want of a better explanation of its reasoning. The
FCC then rujed that, pending adoption of federal rules govemning compensation for
Internet traffic, state commissions may determine appropriate compensation for the
terrrunation of Internet calls, During this interim period, state commissions are free to
require or not require compensation for Internet traffic. As stated previously, the
Commission requires reciprocal compensation for Internet traffic.

In January of 2000, the Commission initiated a proceeding to thoroughly examine
the policies, practices, procedures, rules, and rates applicable to reciprocal compensation
pursuant to Section 252 of the FTA. It consolidated requests to arbitrate reciprocal
compensation for the transport and termination of local telecommunications traffic
between SWBT and CLECs desiring arbitration and interconnection.’' The commission
issued decisions on four major issues for which an extensive record was developed. The
issues included the types of telecommunication traffic that should be subject to reciprocal
compensation, the method to be used to determine intercarrier compensation, the rates
that should be charged, and the appropriate method for billing all calls defined as local
calls. On August 31, 2000, the Texas Commission released its Revised Order adopting
new rate structure and rate levels for reciprocal compensation paymcuts..:’2

% Complaing and Request for Expedited Ruling of Time Warner Communications, Docket No.
18082, Order (Feb. 27, 1998).

% Proceeding to Examine Reciprocal Compensation Pursuant i Section 252 of the Federal
Telecommunications Act of 1996, Docket No. 21982,

% Included in the Revised Order are the following rulings: 1) SWB will pay CLECs a ‘tandem
blended rate’ for all “balanced” maffic within the 3:] ratio; 2) the blended rate wouid be based on a
bifurcated end office rate plus 42% of the sum of tandem switching and inter-office transport cosis; 3) a
bifurcated end office rate oniy will apply to out-of-balance traffic (over a 3:1 ratio); 4) upon determination
of actual tandem or tandem-like functionality, the terminating carrier will receive, on a going forward basis,
compensation in the range of 0% to [00% of the tandem rate. This rate shall prospectively appiy to all
traffic terminated on the terminating carrier’s network, ie., traffic occurring before and after the 3:1 ratio;
5) SWBT may charge full tandem-served rate for traffic delivered to its tandems; 6) billing will be based on
terminating records where available, and where not available, the terminating carrier will use a method
agreed 10 by the parties; and 7) compensation is not due for FX-ike traffic, or 8YY traffic.
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DiGITAL SusschriBer LINE SERVICE (DSL)

One of the stated goals of the FTA and the Texas Legislature is to foster
availability of advanced services to all customers. One technology for providing
advanced services is DSL. In an arbitration proceeding, the Commission established the
terms and conditions for competitors to have access to SWBT network components
necessary for them to offer competitive DSL. The award, issued in late 1999, together
with an FCC decision to allow collocation of equipment in incumbent's offices was
cntical to making DSL available as a competitive offering.

LINE SHARING

In another precedential arbitration, the Commission determined that competing
carriers may provide some DSL services to the same customer on the same copper loop
facility used by the ILEC to provide voice telephone service to that customer, This
technological advance is possible because some DSL services operate on separate and
higher frequencies of the electromagnetic spectrum than voice services. In recognition of
this fact, the FCC declared the high frequency portion of the loop to be an unbundled
network e¢lement under FTA §251(c)(3). The arbitrator issued an order in June 2000 on
the interim rates, terms and conditions. The Commission is currently arbitrating the rates,
terms and conditions under which DSL providers may access the high frequency portica
of the loop UNE on SWBT"s and Verizon's networks.

RURAL EXEMPTION FROM FTA SECTION 251 INTERCONNECTION
REQUIREMENTS

Nearly all of the smaller ILECs in Texas are exempt from the FTA’s
interconnection requirements. As stated in FTA § 251(f)1)(A), the requirements do not
apply to a rural [LEC until it has received a bona fide request from a competitor and the
state commission determines that the request should be granted. Most of the smaller
ILECs in Texas qualify for this exemption under one or more of the following criteria:
(1) the company serves fewer than 50,000 access lines; (2) it serves incorporated areas of
fewer than 10,000 inhabitants; (3) it serves a study area of under 100,000 access lines; or
(4) it has under 15 percent of its access lines in communities of more than 50,000 as of
February 8, 1996, when the FTA was enacted. This exemption means entry into a
number of areas of Texas can involve extra difficulties and therefore is a barrier to the
development of competition in rural areas of Texas.™

B ETA § Hax47). FTA § 251(fX2) also allows a LEC with less than two percent of the nation’s
access lines to petition the stale commission for suspension or modification of the requirements of FTA §
251(bHc). In addition, PURA § 60.004 exempts [LECs with fewer than 31,000 access lines in Texas from
having to comply with certain competitive safeguards dealing with unbundling, resale, and interconnection
unless a certificated competitor submits & bona fide request to the ILEC.
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Senate Bill 560 ~ Pricing and Packaging Flexibility

Senate Bill 560 (SB 560)** grants large ILECs new pricing and packaging
flexibility and introduces new customer service protections. SB 560 placed the services
offered by certain ILECs into two categories, including basic network services and
nonbasic services, capped rates for certain services, extended incentive regulation for
electing companies,” reduced in-state long distance access charges, required easy-to-read
bill formats and established customer protection rules.

Pricing flexibility is an important benefit to ILECS as customer choice and
competition develop in the market. Pricing flexibility includes customer specific
contracts, volume, term or discount pricing, zone density pricing, and other forms of
promotional pricing.

The Commission adopted extensive new rules to implement the pricing provisions
of SB 560. The new rules:

e Establish pricing standards for flexible pricing of services, including
individual services and packages of services;

* Give [LECs guidelines for the introduction of customer-specific contract
pricing; '

* Provide incentives for clecting companies to introduce new, innovative
services by expediting the process for such introduction;

¢ [mplement competitive safeguards to protect competitors from anti-
competitive practices that might result from packaging regulated services
with unregulated services, particularly unregulated services provided by an
affiliate of an ILEC;

» Require that a service be priced above its long run incremental cost;

e Provide a procedure for establishing the long run incremental cost of a
service offered by small ILECs;

+ Establish guidelines for separately tariffing services that are offered as part of
a package; and
¢ Provide guidelines to implement certain rate increases requested by an ILEC.

Under SB 560, ILECs must give the Commission ten days notice before changing
their prices. This notice offers customers, competitors and the Commission an
opportunity to comment on the actions taken by the ILEC. The Commission staff
evaluates all such notices. The price of a service must be above the long run incremental

“ Senate Bill 560, 1999 R.S., was authored by Senators David Sibley and Troy Fraser and
Representatives Toby Goodman and Leticia Van de Putte.

* Electing companies are companies that elect incentive regulation pursuant to Chapter 58 of
PURA (SWBT and Verizon) or Chapter 59 of PURA (Sprint/Centel, Sprint/United, Century of San Marcos,
TXU Tefecommunications, Sugar Land Telephone Company, Valor Communications, and Fort Bend
Telephone Company).
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cost of providing the service. If prices are above their long run incremental cost, they are
presumed not to be predatory. The Commission received more than 200 such notices
from September 1, 1999 to August 31, 2000, In the same time pericd, only four
complaints have been filed with respect to the new price/service notices.

Senate Bill 86 — Customer Protection Standards

Implementation Process

As directed by Senate Bill 86% (SB86) from the 76® Texas Legisiature, the
Commission rewrote its existing customer protection rules to complement the new,
competitive environment. Key issues addressed were:

(1) the applicability of rules to dominant and non-dominant certificated
telecommunications utilities;

{(2) emerging issues, such as failure of non-dominant providers to release lines:

(3) discrimination protections; .

(4) prohibition of fraudulent, unfair, misleading, deceptive, and anti-competitiv
practices; and N

(5) information disclosures.

Dominant certificated telecommunications utilities proposed, with the support of
consumer groups, that the customer service and protection rules apply equaily to all
certificated telecommunications utilities, on the theory that uniform rules encourage
reluctant customers to participate in the market.

Non-dominant certificated telecommunications utilities favored bifurcated rutes
with less restrictive requirements for themselves, on the basis that uniform standards
would create substantial burdens and costs for non-dominant carriers, thus inhibiting
competition.

The Commission adopted rules to provide strong protections for all customers,
while allowing flexibility for non-dominant certificated telecommunications utilities to
encourage increased competition. This approach reflected a belief that informed
customer choice is essential to ensure that a highly competitive local telecommunications
market will benefit all customers.

Slamming

The Commissior continues to take a strong stance in combating slamming by
strengthening its anti-slamming substantive rules, continuing to thoroughly investigate
each slamming complaint, and taking enforcement action on slamming violators.

* Senats Bill 86, 1999 R.S., was authored by Senator Jane Neison and Representative Debra
Danburg.

¥ Slamming occurs when a telephone customer finds that hisher telephone service provider has
been changed without his/her consent,



20 2001 Report on Scope of Competition in Telecormmunications Marksts of Texas

Slamming distorts the competitive telecommunications market because it rewards
a company that changes customers’ telephone services without their approval, unfairly
Increasing its customer base at the expense of companies that market in a lawful manner.
Further, it takes the freedom of economic choice away from the customer. Customers
often choose goods and services based upon cost and company reputation. Slamming
removes such decision-making from the customer through fraudulent means.

The PUC modified its Substantive Rules to implement SB 86. The amendment to
P.U.C. SuBsT. R. § 26.130 (1) eliminates the distinction between carrier-initiated and
customer-initiated changes, (2) eliminates the information package mailing (negative
option) as a verification method, (3) absolves the customer of any liability for charges
incurred during the first 30 days after an unauthorized telecommunications utility change,
(4) prohibits deceptive or fraudulent practices, (5) requires consistency with appiicabie
federal laws and rules, and (6) addresses the related issue of preferred
telecommunications utility freezes.

Slamming complaints received by the Commission declined 52% from their
Fiscal Year 1999 level to a total of 1952 complaints in Fiscal Year 2000.

Cramming

On October 21, 2000, the Commission adopted P.U.C. Subst. R. § 26.32,
Protection Against Unauthorized Billing Charges (“Cramming"), to implement the
provisions concerning unauthorized charges on telephone bills as set forth in SB86. The
rule applies to all "billing agents” and "service providers.” The rule includes
requirements for billing authorized charges, verification requirements, responsibilities of
billing telecommunications utilities and service providers for unauthorized charges,
customer notice requircments, and compliance and enforcement provisions. The rule
ensures protection against cramming without impeding prompt delivery of products and
services, minimizes cost and administrative requirements, and ensures consistency with

FCC anti-cramming guidelines.

Cramming complaints received by the Commission rose slightly, to a total of
1713 in Fiscal Year 2000.

Other Requiatory Activity -

The Commission addressed other competitive market issues, as well. Faimess in
costs facing all providers, whether established companies or new entrants, is another
aspect of market structure that is essential to local competition, and one with which the
Commission was charged with specific implementation duties last session, as follows.

HB 1777 - UNIFORM COMPENSATION METHOD FOR USE OF MUNICIPAL
RIGHTS OF WAY

Telecommunications companies should find it casier to enter new markets in
Texas now that the calculation of city franchise fees for use of municipal rights-of-way
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are uniform statewide. With the passage of HB 1777, the 76th legislature took a new
step to .level.franchise fees within each city in Texas and thereby help stimulate
competiion in the telecommunications industry.  The legislature charged the
Commission with implementation of the bill.

Historically, telecommunications companies have paid franchise fees to cities for
the use of public rights-of-ways based upon individually negotiated franchise agreements.
The majority of those fees were based on a percentage of the telecommunication
provider's gross revenues, while others were a flat rate, a per foot charge, or a per line
charge. HB 1777 required that the Commission establish rates for each city in Texas, by
March 1, 2000, for public right-of-way use based on a fee-per-access line method. The
Commission developed rates for about 1110 incorporated municipalities in Texas.

This uniform method to compensate cities for public right-of-way use gives no
provider an advantage over another, an important comporent of a healthy competitive
marketplace. It also assures that cities’ prior revenue base is protected under the new
method. HB 1777 strikes a balance between the interest in ensuring fair and reasonable
compensation and the need to encourage competition and reduce barriers to entry by
developing a franchise fee methodology that is competitively neutral and non-
discriminatory.

Beginning March I, 2000, franchise fees in Texas have been based on these feé-
per-access line rates. Each city is compensated by an amount equal to the number of
lines by category in a city multiplied by the access line rate (chosen by the city and
applied uniformly to every telephone service provider operating in that city) for each
category in that city. Rate development took into consideration the number of residential,
business and point-to-point customers in each city. Certificated telecommunications
providers are required to compensate municipalities four times per year, based upon
quarterly access line counts sent by telecommunications providers to the PUC. The
commission has assigned an HB 1777 implementation coordinator to assist cities on an
ongoing basis. The cities’ ongoing work includes updating their access rates through an
annual revision mechanism, establishing contacts between cities and providers to ensure
fair and timely compensation, and preparing a quarterly line count to verify the accuracy
of the compensation.

[n the wake of implementing HB 1777 (See Chapter 2 of this Report), parties,
including both telecommunications service providers and municipalities, have brought
forward several remaining issues for further attention. The commission initiated Project
Number 22909 to address the foilowing outstanding issues related to HB 1777
implemeatation:

(1) The first issue is the need to distinguish between fees that are solely attributable to
the use of Right-of-Way (ROW) (prohibited by HB 1777) versus fees that apply

: to any entity conducting similar activities within a city.

(i)  Another pending issue relates to telephone lines that pass through a city but do not
provide services or have customers in that particular municipality.

Telecommunications providers assert that no compensation should be required for

' HB 1777 was authored by Rep. Steve Wolens and Sen. Eddie Lucio.
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line§ that simply pass through a city. Cities contend that pass-through lines are
outside of HB 1777 and subject to.other compensation. HB1777 measures
compensation by end use customers.

(i) A third issue relates (o compensation requirements for certificated
telecommunications providers (CTPs) providing lines that do not mest the
definition of "access line” (i.e. data or media lines). Cities maintain that
compensation is required for the use of right-of-way and, therefore, other lines
are subject to other forms of compensation

(iv)  Fourth, a rule suggesting or requiring the existence of a city ordinance regarding
right-of-way management issues may be prudent.

Commission staff conducted a discovery workshop and is reviewing briefs as a
prefude to a draft rule. The Commission intends to publish the draft rule for comments in
January 2001, which would be scheduled for final adoption in March. If the Commission
finds that the best resolution for any of these issues would require legislative attention, it
will communicate its recommendation to the legislature during the 2001 legisiative
session,

OTHER DEVELOPMENTS THIS BIENNIUM

Details essential for local competition were worked out in a number of niche
market and technical areas, all subject to regulatory parameters., For example, the FCC
mandated the implementation and deployment of advanced emergency capabilities of
enhanced 911 systems that are generally available to wireline customers (see Appendix
C). Revisions to rules were necessary to implement legislation pertaining to competition
in the payphone industry, which was deregulated by the FCC in 1996 (see Appendix D).
Activities concerning area codes, number pooling, and N11 prefixes have necessarily
continued as the competition environment develops (see Appendix E).

Additionaily, the Commission took steps to ensure service quality. On April 12,
2000, the Commission adopted P.U.C. SUBST. R. § 2 6.54 relating to Service Objectives
and Performance Benchmarks. The new rules, effective August 1, 2000, provide for
enhancing the cument standard for data transmission capability over public switched
voice circuits, when connected through an industry standard modem or a facsimile
device, to 14.4 Kbps by the end of 2002. The rules provide for enhancing the
performance level for certain benchmark measures, including directory assistance,
business office, and operator services. Further, installation intervals for service orders
have been updated and standards have increased for trouble reports. The enhancements
are necessary to ensure that all telecommunications subscribers in Texas receive safe,
reliable, and quality service. :

In a recent rulemaking, the Commission further opened the local exchange market
to competition by requiring building owners to allow competitive providers access to the
building to install the equipment necessary to allow tenants to select their preferred
telecommunications provider. As a result of this decision, each tenant could have a
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different telephone service provider, rather than having one telephone service provider
serve an entire building.

:I'he bui_lding access rule encourages independent negotiations between the
requesting provider and the property owner, and establishes procedures for resolution by
the Commission in the event that an agreement cannot be reached. The rule also
addresses situations in which the property owner may deny the requesting carrier access
to the building for safety concems or space constraints. The rule was developed in
response (0 informal complaints that some providers had a difficuit time accessing
tenants in order to promote tenant choice.*®

How well is this elaborate framework for competition in the provision of local
exchange service working? While many of the details of the framework were determined
after the point at which the most recent detailed data are available, the next chapter
discusses a variety of indicators of the competitive landscape in Texas.

® In 1995, the Legislarure enacted PURA §§54.259, 54260, and S54.261 as pert of a
comprehensive packags of legislation to open Texas' telecommunications market 10 competition. The
thrust of these particular PURA sections is to promote competition in the telecommunications market by
ailowing a tenant under a real estate lease 10 choose the provider of its telecommunications services. As the
competitive marketplace has developed, the need for specific rules to implement these sections has become
evident. Prior to 1995, tenants in commercial buildings gencrally had no choics or limited choice of
telecommunications utility, but the 1995 amendments to PURA changed this scheme by providing that
tenants be served by the telecommunications utitity of their choice. Since that time, the commission has
received several informal complaints that certzin telecommunications utilities have had a difficult time
accessing tenants. Accordingly, the commission initiated this rulemaking proceeding to delineate the terms
of access of the telecommunications utility w the property owner's property to serve a requesting tenant.



